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Introduction
The process of fiscal consolidation in Europe in the aftermath of the global and Euro sovereign debt crises has brought to the forefront the challenges of enforcing fiscal discipline in federal or decentralized countries. The literature on fiscal federalism has attributed this challenge to the presence of soft budget constraints at the subnational level. 1 That is, the inability of subnational governments (henceforth SNGs) to keep fiscal deficit outcomes within targets set as part of fiscal consolidation strategies at the general government level. Soft budget constraints have been shown to originate from the inability of central governments (hereafter CGs) to credibly commit to not bailing out SNGs and, as such, to constrain SNGs fiscal outcomes (Vigneault, 2007) . Soft budgets have been shown to be driven by political motives, including re-election, government formation and stability (Sato, 2007) . They are aggravated by flawed intergovernmental fiscal institutions, including large vertical fiscal imbalances, weak fiscal rules, and limited market discipline (Rodden et al., 2003 , Ter-Minassian, 2015 . Flawed institutions act by raising expectations among voters and creditors that CG must be accountable in the event SNGs are not able to fulfill their spending mandates or debt obligations. 2 Soft budget constraints have been typically assessed by exploring the determinants of fiscal outturns using fiscal reaction functions. Optimistic fiscal forecasts have been attributed to difficulties in forecasting downturns and booms in real time and strategic reasons (Beetsma et al, 2013) . Another set of factors are related to strategic considerations, which have been shown to be salient in the EU among countries seeking to comply with the Maastricht convergence process (Strauch et al., 2009) and ex-ante deficit rules under the Stability and Growth Pact (SGP) (Bruck and Stepan, 2006 and Beestma et al., 2009).
This paper contributes to both literatures by seeking to better understand the determinants of fiscal non-compliance at the subnational level. We define fiscal non-compliance as events when SNG budget balance outturns are below corresponding targets. Our focus is to understand whether fiscal non-compliance is the result of soft budgets or due to technical and institutional factors resulting in unrealistic fiscal targets. An emerging empirical literature has started to look at the determinants of compliance in rule-based frameworks (Cordes et al., 2015, and Reuter, 2015) . However, this literature has mostly focused on national policies and has not discussed the institutional and political considerations behind fiscal non-compliance.
1. See Ter-Minassian (2015) for a recent review of this vast literature.
2. Attempts to address some of the flaws in the context of the European Union (EU), in particular strengthening fiscal rules, without addressing others (e.g., vertical fiscal imbalances) have shown to be ineffective (Foremny, 2014, Kotia and Lledó, 2015) .
3. See Argimón and Hernandez de Cos (2012) for a review of this empirical literature. 4. Reuter (2015) shows that the introduction of numerical fiscal limits enforced through fiscal rules, even if not complied with, tilt fiscal policy outturns towards those numerical limits. So, in fact, compliance seems to matter less than whether the chosen numerical limit was set to an optimal or appropriate level.
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This paper proposes a conceptual framework that tries to distinguish the impact of a soft budget constraint from that of fiscal forecast and target setting on fiscal non-compliance.
Our framework looks at both the capacity and incentives to comply. It distinguishes between events when SNGs have the capacity but not the incentives to comply with fiscal targets from events when SNGs have the incentives but not the capacity for fiscal compliance. We define fiscal non-compliance as voluntary under the former and involuntary under the latter. We argue that voluntary fiscal non-compliance is triggered by factors conducive to soft budget constraints, whereas involuntary fiscal non-compliance is the result of factors conducive to unrealistic or ambitious fiscal targets.
Political economy channels and politics take a front seat in our framework. Our framework shows that both voluntary and involuntary fiscal non-compliance occurs mainly through political economy channels that jointly influence CGs' and SNGs' decisions to, respectively, enforce and comply with fiscal targets. Channels conducive to voluntary fiscal non-compliance act mainly by increasing CGs' political costs of enforcing and decreasing
SNGs' costs of non-complying with SNG targets. Channels conducive to involuntary fiscal non-compliance are those that increase CGs' political cost of ensuring fiscal targets at the general government level are met, leading the CG to shift the burden of meeting these targets to SNGs. Such costs are determined by the impact such decisions have on the electoral, government formation, and other political objectives government officials and their parties have at the central and subnational levels, which is ultimately framed by politics and political institutions at the supranational, national, and regional levels.
We construct an empirical model to test this framework. From among a set of economic, institutional, and political factors, the model identifies the ones most relevant to an understanding of voluntary and involuntary fiscal non-compliance. The empirical model is estimated using data from Spain's Autonomous Communities. Spain's Autonomous Communities (hereafter also referred to as regions, regional governments, or simply RGs)
makes for an interesting case study for a number of reasons. Regional governments have gained significant political and fiscal autonomy over the last four decades through a process of decentralization (Hernández de Cos and Pérez, 2013). During this period regional governments have become accountable for delivering more than ⅔ of social services, most in the health and education sectors (Lledó, 2015) . The Spanish decentralization has been asymmetric with revenue and expenditure decentralization occurring at different paces depending on the region, leading to both temporal and cross-sectional variations in both fiscal and political autonomy indicators. Spain's regional governments have been subject to nominal budget balance targets for the last two decades. Their record in meeting these targets, as discussed below, has also varied significantly. And so has the rule-based framework used to monitor and enforce compliance with those targets. In addition to fiscal rules, regions have been subject to market-imposed discipline, given that most regional government's debt is regularly scrutinized by rating agencies. In this respect, Spain is one of the major sub-sovereign bond issuer world-wide, presenting a significant heterogeneity across regions in issuing practices and amounts (Canuto and Liu, 2013, and Prieto, 2015) .
The post-crisis period in Spain has been marked by widespread non-compliance.
Regions as a group have missed their target systematically every year since 2010, accounting for the bulk of the fiscal non-compliance at the general government level and constituting one of the main risks to Spain's on-going fiscal consolidation process (AIReF, 2016 The rest of this paper is organized as follows. The next section proposes a conceptual framework to identify economic, institutional, and political determinants of fiscal non-compliance in multi-level governance systems. Section 3 reviews key institutional elements in Spain's multi-level governance system, with a focus on how fiscal targets are set, monitored, and enforced. Informed by the framework and Spain's institutional features, Section 4
proposes alternative hypotheses, details the empirical methodology to test these hypotheses, and discusses our empirical results. Section 5 concludes with some policy considerations.
2 Fiscal Non-Compliance in Multi-Level Governments: A Conceptual Framework
Defining Fiscal Non-Compliance
The proposed framework defines fiscal non-compliance as the outcome when a government is unable to meet numerical fiscal targets or ceilings. The fiscal target or ceiling could be the numerical limit of a fiscal rule. A government unable or unwilling to meet a fiscal target or ceiling is defined as non-compliant.
Fiscal non-compliance can be voluntary or involuntary. Fiscal non-compliance is voluntary when the non-compliant government has the capacity, but not the incentives to comply with a fiscal target. Fiscal non-compliance is involuntary when the non-compliant government has the incentives but not the capacity to comply with a fiscal target. A government has the capacity to meet the target if it has sufficient fiscal resources or fiscal instruments to garner the necessary resources to meet the target-hereafter defined as fiscal capacity. A government has the incentives to meet the target when the costs of non-complying with the target outweigh the non-compliance benefits.
The Fiscal Non-Compliance Problem
The fiscal non-compliance problem can be characterized as a sequential game between a central and a regional government (Figure 1 .a). In the first stage, the central government (CG) sets a fiscal target for the RG knowing the RG's expected fiscal capacity. The fiscal target is ex-ante feasible. In the second stage, the RG decides whether to comply with the fiscal target based on expectations about its fiscal capacity and on whether the CG will enforce the fiscal target. In the third and final stage, the central government decides whether to enforce the target based on RG's compliance decision in the second stage and its expected fiscal capacity. Nature reveals itself only at the end of the game in the form of a shock affecting the RG's fiscal capacity and, therefore, the feasibility of the fiscal target.
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Voluntary and involuntary fiscal non-compliance may also emerge as equilibrium outcomes under this game. Voluntary fiscal non-compliance occurs when the RG is not willing to comply with the budget balance target regardless of whether CG is expected to enforce it, and even when fiscal capacity to comply with the target is highly expected. Under these circumstances, the shock can be assumed away, because the target is feasible both before and after the shock -i.e. target is both ex-ante and ex-post feasible- (Figure 1 .b). Involuntary fiscal non-compliance occurs when RG is willing to and ex-ante capable of complying, but does not have the ex-post fiscal capacity to do so (Figure 1 .c). 5. In practice fiscal target assessments usually occur at a time when factors underlying fiscal capacity such as nominal GDP are still only estimates. 6. Under an involuntary equilibrium, RGs must always be ex-ante capable of complying with fiscal targets (i.e., fiscal targets must be ex-ante feasible). Ex-ante unfeasible fiscal targets could not be credibly enforced, fostering involuntary non-compliance. 
Voluntary Fiscal Non-Compliance and Soft Budget Constraints
Voluntary fiscal non-compliance could be the result of soft budget constraints. RGs with soft budgets are not constrained to finance their spending from an approved budget. Therefore, they would not feel constrained to deviate from fiscal targets set in this budget if doing so will prevent them from providing a desired level of public good and services. In the multi-level government context, the soft budget constraint problem arises from the CG's lack of a credible no-bail out commitment that allows RGs to overspend in the expectation of an eventual bailout. Bailout and overspending incentives complement each other to spur voluntary fiscal non-compliance. Two necessary but not sufficient conditions characterize soft budgets and non-compliant governments. The first is that CG must find it optimal not to enforce the fiscal target and to provide additional resources to RG in stage 3. It will do so if the economic and political costs of denying additional resources (see below), thereby enforcing the target, exceed 7. A bailout is broadly defined to account for not only resources granted to subnational governments in the event of a fiscal or financial crisis, such as emergency liquidity funds and outright debt restructuring, but also less extreme situations observed outside crisis. For instance, it may take the form of change in the allocation of formula grants or simply unconditional gap filling transfers. A bailout may include situations where SNG's borrowing restrictions are lifted allowing them to borrow to finance above-the-target fiscal deficit levels. 8. A critical assumption here is that the compliance assessment takes place before the bailout (i.e. in the second stage). Bailouts that occur prior to the compliance assessment period (e.g. gap-filling transfers) would help to avoid or mitigate fiscal non-compliance. This requires corrective fiscal non-compliance measures or controlling the impact of alternative factors on uncorrected measures so as to take gap-filling transfers into account.
the bailout/non-enforcement costs in the form of administrative, legal or financial penalties, as well as triggered by deviations from national or supranational fiscal rules as well as reputational losses against financial markets and the public at large. Under these circumstances, the bailout/non-enforcement strategy is ex-post optimal. The second necessary condition is that the RG, knowing that the CG has an incentive to provide additional resources and not to enforce the target, finds it optimal to overspend and not comply in stage 2 (i.e., overspending is ex-ante optimal). An ex-post optimal bailout will not lead to non-compliance if overspending is not optimal. This may occur, for instance, if a bailout comes with costly conditions attached (e.g., loss of fiscal autonomy, unpopular reforms). At the same time, by construction, an overspending optimal strategy cannot exist in the absence of an ex-post optimal bailout. In short, for voluntary fiscal non-compliance to occur, factors that raise both bailout and overspending incentives must be in place.
Bailout and Overspending Incentives
CGs may choose to bailout RGs for economic and political motives. ). Similar motives may also lead CGs to bailout regions with which they are politically aligned -i.e., regions where government incumbents are from the same party or coalition of CG incumbents (Grossman, 1994) . 9 The CG may also offer bailouts to ensure national unity (Leite-Monteiro and Sato, 2003).
As a result, bailout incentives are likely to increase in regions where representation at the national or subnational level of pro-autonomy parties is larger (Bolton and Roland, 1997).
Flawed intergovernmental fiscal frameworks increase bailout and overspending incentives. They do so by raising expectations among voters and creditors that the CG must be accountable in the event RGs are not able to fulfill their spending mandates or debt obligations (Von Hagen and Eichengreen, 1996) . 
Involuntary Fiscal Non-Compliance and Fiscal Stress
Involuntary fiscal non-compliance may become likelier in times of fiscal stress. These are periods marked by large negative fiscal shocks usually associated with significant economic downturns and large fiscal adjustment efforts. In combination, both factors have been shown to undermine RG capacity to meet fiscal targets as follows:
-Shocks and Forecast Errors. Economic shocks commonly trigger fiscal stress, making ex-ante feasible targets ex-post unfeasible. Shocks could be 9. CG preference for bailing out politically aligned regions could also reflect electoral strategies to target safe electoral districts, i.e., regions that had previously largely voted for and elected the CG party or governing coalition (Cox and McCubbins, 1986) . Such preferences may not necessarily prevail if CGs follows a swing strategy, whereby CG will attempt to target regions that have previously voted for CG party or governing coalition by narrow margins (Dixit and Londregan, 1996) . In some cases, such narrow margins may have not been sufficient for CG politically affiliated regional partners to win the election and form a government. region-specific (idiosyncratic shock) or they could affect the whole country RGs fiscal target also increase in times of fiscal stress. Failure to do so will increase the likelihood that general government fiscal targets will be breached and that markets and supranational institutions will hold CG accountable for General Government fiscal non-compliance.
11. Large forecast errors, as discussed in the introduction, could also be the result of strategic considerations to ensure ex-ante compliance with fiscal rules. In the context of the recent global financial crisis, they have also reflected larger than anticipated fiscal multipliers (IMF, 2015) . 12. This allows CGs to minimize the political costs of fiscal consolidations by preserving the provision of public goods and services under their mandate, while avoiding increasing the burden from their own taxes. CGs may also raise subnational fiscal targets to build buffers for possible non-compliance at different subsectors, RGs included.
The Spanish Fiscal Governance Framework
Numerical fiscal targets at the regional level go back more than two decades in Spain. They have been subject to numerous changes before and after the global financial crisis: 13. Under the second BSL, fiscal targets were set in three stages. In the first stage, a report assessing the cyclical phase for the following three years was prepared. Taking into account the cycle, in a second stage, fiscal targets for the general government and subsectors (central, regional, and local governments as well as to the Social Security System) taken together were set and submitted to Parliament. Once approved by Parliament and subject to the aggregate RG target, individual fiscal targets for each RG were set by means of bilateral negotiations between the Ministry of Finance and representatives of each regional government on the Fiscal and Financial Policy Council.
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Understanding Fiscal Non-Compliance among Spain's Regions Non-compliance frequencies are defined in (1) as the ratio of non-compliance cases to the total number of cases within that particularly group X. Groups are partitioned by quartiles To allow compliance margins to be compared over the years and across regions according to a homogenous metric that at the same time reflects differences in regions' fiscal capacities, we have re-estimated official compliance margins in percentage of regional GDP using the latest nominal GDP series. 16 We did that in two steps: first, we uncovered nominal deficit values by multiplying targets and outturns by the nominal GDP available around the time targets and outturns were, respectively, set and assessed and second, we divided the difference between nominal deficit outturns and targets by the latest nominal regional GDP series.
Empirical Methodology
14. Spain has 17 regions (Comunidades Autónomas). Nevertheless, two different center-periphery financial arrangements are in place. A majority of regions, fifteen, share the Common Regime of regional finances (Comunidades Autónomas de Régimen Común), with partial devolution of expenditure and revenues, while the remaining two (Navarre and Basque Country) enjoy a special status referred to as the Foral Regime of regional finances (Régimen Foral) under which they enjoy almost full spending and revenue autonomy. Within the latter two regions, though, the Basque Country is further decentralized, with revenue-raising responsibilities distributed to lower government levels (Diputaciones Forales) broadly resembling the provincial structure within the region. The latter region is therefore excluded from the subsequent econometric analysis due to the absence of comparable data. 
Testable Hypotheses
The proposed multi-level governance framework developed in Section 2 can help us understand fiscal non-compliance among Spain's regions. It can do so by helping identify to what extent regional fiscal non-compliance is voluntary. Voluntary fiscal non-compliance can be the result of bailout or overspending incentives driven by welfare or political motives. The framework can also look at the role of political, fiscal, and financial market institutions play in shaping such incentives.
Fiscal non-compliance could have also been involuntary because of common or asymmetric shocks, and because of feasible fiscal targets and adjustment plans were borderline feasible.
Drawing from this framework and empirical analysis referenced in the previous section, Table 1 summarizes some testable hypothesis that are relevant in the Spanish context.
17. The literature suggests that fiscal deficit at the central government level can encourage deficits at the regional government level (see Molina-Parra and Martínez-López, 2015, for the case of Spain) through so-called copycat or yardstick effect. Nevertheless, this analysis did not find robust statistically significant evidence to support the hypothesis that fiscal compliance at the CG level influences fiscal compliance patterns at the subnational level. The results are excluded from the paper for the sake of simplicity. 
Frequency of non-compliant regions Official Assessment Median regional non-compliance Homogenous Assessment
Involuntary Channels and Baseline Specifications (Tables 2 and 3 ).
Figure 5. Forecast Errors and Regions' Non-Compliance with Fiscal Targets
Idiosyncratic shocks seem to play a limited role in determining fiscal non-compliance. Measured by differences between regions' real GDP growth, consumer price inflation and house price inflation and corresponding national averages, positive idiosyncratic shocks are expected to reduce fiscal non-compliance frequencies ( Figure 6 ). Contrary to expected, non-compliance frequencies were either the same (real GDP growth) or larger (consumer price inflation and house inflation) among cases where idiosyncratic shocks were positive. Equally unexpected, positive idiosyncratic growth shocks seem to reduce rather than increase fiscal compliance margins. However, country-specific inflation differentials are not shown to be statistically significant (Tables 2 and 3) . As discussed below, this finding may be explained by the relatively strong transfer dependency observed in most regions and, more specifically, by that fact that a significant share of regional finances comes in the form of transfers from the center allocated with the objective of equalizing regions' fiscal capacity to meet their spending mandates. Thus, reliance on equalization transfers mitigates the revenue 18. The key assumption here is that forecast errors are mostly driven by unanticipated changes in fundamentals and not by technical errors, weak or untimely data, and strategic motives (e.g., overestimated nominal GDP growth forecasts to inflate revenue projections and make ex-post excessive spending levels ex-ante compatible with existing fiscal targets). Strategic motives and technical errors should play less of a role here to the extent that national growth forecasts are set by the center where forecasting capacity and data quality are expected to be on average better than that of regions. Fiscal non-compliance increases with the required adjustment effort. Adjustment efforts is measured by differences between the fiscal deficit target in year t and t-1, both in percentage of regional GDP, a simple proxy of the required nominal adjustment. 20 Adjustment 20 Adjustment efforts could also be measured by the difference between fiscal deficit in year t and fiscal outturns in t-1. Unlike annual changes in fiscal targets, this measure is highly correlated with lagged fiscal compliance margins and for this reason we have opted to exclude it from our baseline specification. Replacing it with our chosen adjustment effort proxy deliver qualitatively similar results at the expense of rendering lagged fiscal compliance margins statistically insignificant. efforts have been quite heterogenous across regions given that fiscal deficit targets, despite the existence of different starting fiscal positions, have been set uniformly across regions in most years. As expected, adjustment efforts are found to have a negative and statistically significant impact on fiscal compliance margins in most specifications (Tables 2 and 3 ). Estimated coefficients range from 0.5 to 1, implying that for each percentage point increase in RGs fiscal deficit targets, we should expect compliance margins to decline between 0.5 to 1 percentage points.
Fiscal non-compliance may decrease if regions benefit from gap-filling transfers before the assessment date, as discussed in Section II. To verify that we look at differences between actual transfers received by the RG from the CG and those originally budgeted.
Non-compliance margins for a RG that receives more transfers than budgeted should be smaller. This hypothesis has been rejected, with regression estimates not significant and with the wrong sign (Tables 2 and 3 , model 2). One interpretation is that, while improving regions' fiscal capacity and thus stake off involuntary fiscal non-compliance, additional unbudgeted transfers reinforce expectations of further gap-filling transfers by end-year thus boosting voluntary fiscal non-compliance and more than outweighing the initial deterrent effect.
Voluntary Channels
We find some tentative evidence of a positive impact of regions' size on fiscal non-compliance.
Regions' size is measured according to the weight of a region's population, GDP, and GDP per capita in their corresponding national figures. Fiscal non-compliance tends to be more frequent among larger regions (i.e., towards the end of the distribution) in all three measures, particularly with respect to GDP per capita (Figure 8 ). Fiscal compliance margins are shown to increase in a statistically significant way with regional GDP and regional per capita only under 2SLS models (Tables 2 and 3 , models 3 to 5). revenues over which the RG have some degree of regulatory autonomy. 21 The larger this share, the greater a region's tax autonomy or fiscal co-responsibility, as it is often referred to in the Spanish empirical literature. However, in contrast with the local public finance literature, expenditure autonomy is defined here by the degree of discretion over mandated expenditures.
With health and education mostly mandated to regions under center-imposed minimum standards and social protection shared with the center, a larger share of regions' spending on these basic services limits regions' ability to adjust and comply with fiscal targets once their revenue-raising capacity is taken into account. That is, the region's autonomy to cut expenditures is expected to decrease as a region's spending share in basic services increases. With that in mind, we compute the shares of regions' spending on essential public services (health, education, and social protection) and public investment in their total spending. 22 Last, following
Eyraud and Lusinyan (2013), we estimate VFI indicators for each region to capture the extent to which regions are unable to finance their own spending with own revenues, regardless of whether they have regulatory power of the corresponding tax bases or not. 23 As expected, non-compliance frequencies tend to be smaller among regions in the top tax autonomy quartiles (Figure 9 ). Although the relation is not significant with respect to fiscal compliance margins (Table 2 and 3, model 6). On the other hand, fiscal non-compliance frequencies are not necessarily the largest among regions in the top expenditure autonomy and VFI quartiles (i.e., regions with greater social mandates and less own resources to fund them). 24 That said, as expected, fiscal compliance margins decrease as a larger share of regions' expenditures is allocated to social services and public investment -that is, as regions' expenditure autonomy decreases (Tables 2 and 3 , model 6). Finally, regions with large vertical fiscal imbalances tend to display lower compliance margins, as shown in Tables 2 and 3 (model 7 and 13). The impact of stronger rules on fiscal compliance is not clear cut. As described in the previous section, fiscal rules in Spain have become increasingly stronger over the years. They are currently among the strictest fiscal rules in Europe, as measured by the European Commission (EC) fiscal rule strength index. Stronger rules, however, have not always led to improvements in fiscal compliance, partly due to delays enforcing existing monitoring and enforcement procedures (Lledó, 2015) . Our regression results seem to reinforce this point.
Under our baseline GMM specification, stronger fiscal rules do not show any direct impact on fiscal compliance margins directly. Instead, they seem to have an indirect impact on compliance margins by helping reduce inertial patterns (Table 2 , models 8 and 9). These results are reversed under the 2SLS specification, which show fiscal rules having a direct rather than indirect impact on fiscal compliance margins (Table 3 , models 8, 9, and 13).
Financial markets seem to affect fiscal non-compliance through two different channels. On the one hand, fiscal non-compliance frequencies are larger among regions with lower (poorer) credit ratings and, to some extent, facing larger market-financing costs, which seems to provide some support to the idea that financial markets undermine fiscal compliance by raising the financing costs of regions that are not perceived as creditworthy (Figure 10) . 25 On the other, fiscal non-compliance becomes less prevalent among regions where reliance on market-issued securities vis-à-vis softer bank loans is greater. This finding indicates that greater market exposure helps to deter fiscal non-compliance because regions internalize the impact fiscal non-compliance would have on credit ratings and market-financing costs. Our regression analysis of fiscal non-compliance corroborates the latter channel: increases in the financing costs faced by regions in the previous year leads tends to increase rather than reduce compliance margins in the following year (Tables 2 and 3, model 10). That said, greater reliance on market securities has no statistically or economically significant impact on compliance margins (Tables 2 and 3 , model 10). Fiscal compliance is weakened during election years, but the role played by politics in other areas is less clear-cut. Fiscal non-compliance seems to increase during election years.
As expected, fiscal non-compliance is more frequent and display wider margins during election years ( Figure 11 ; Tables 2 and 3 , models 11, 12, and 13). Unlike previous fiscal discipline analyses for Spain, but as expected in our framework, political alignment or party congruence between central and regional governments notably increases the likelihood of fiscal non-compliance. In particular, regions politically aligned to the center are shown to be near 1.5 times more likely to deviate from targets than non-aligned regions. 26 Our regression results provide only tentative support to these hypothesis: regions aligned with the center presented smaller, albeit statistically insignificant, compliance margins, under most specifications (Figure 11 ; Tables 2 and 3, N u m b e r o f r e g i o n s 1 6 1 6 1 6 1 6 1 6 1 6 1 6 1 6 1 6 1 5 1 6 1 6 1 6 N u m b e r o f i n s t r u m e n t s 1 6 1 5 1 6 1 6 1 6 1 5 Note: Dependent variable is the difference between regions' fiscal deficit outturns and fiscal deficit targets. The larger this difference is, the larger is the fiscal compliance margin. *, **, and *** indicate statistical significance at the 10%, 5%, and 1% levels, respectively. Instrument set in all models includes the second and third lag of the explanatory variables. Hansen is the p-value of the test of the over-identifying restrictions (see Hansen, 1982) , which is asymptotically distributed chi square under the null hypothesis that these moment conditions are valid. A p-value equal or higher than 0.05 indicates that the instrument set is valid, which is confirmed under all models. m1 and m2 are the p-values of serial correlation tests of order 1 and 2, respectively, using residuals in first differences. The null hypothesis under both m1 and m2 tests is that there is no correlation between variables in the instrument set and the residuals. Observed p-values higher than 0.05 under the m2 test for all models indicates that there is no correlation with the instrument set defined in second lags. Note: Dependent variable is the difference between regions' fiscal deficit outturns and fiscal deficit targets. The larger this difference is, the larger is the fiscal non-compliance margin. All variables defined in level differences. *, **, and *** indicate statistical significance at the 10%, 5%, and 1% levels, respectively. Instrument set in all models includes the second and third lag of the explanatory variables. Standard errors allow for correlation within regions but not among regions (cluster robustness specification).
Conclusions and Policy discussion
This paper argues that in multi-level governance systems SNGs tend not to comply voluntarily with fiscal targets the larger are their compliance costs as well as the costs the CG is expected to incur in by enforcing these targets. It proposes a conceptual framework where these costs can be, firstly, political and determined by factors directly undermining CGs' condition to be elected and form stable government coalitions (for example, national or regional electoral calendar; RGs' political representation, affiliation, and political autonomy preferences). Second, compliance and enforcement costs are also linked to intergovernmental fiscal frameworksfiscal rules, tax and expenditure assignments, borrowing controls -and, more specifically to how these arrangements shape perceptions among voters, creditors, and politicians of SNGs' fiscal autonomy and whether them rather CGs should be held politically accountable for any disruption in regions' fiscal obligations in the event of non-compliance. Lack of fiscal autonomy shifts political accountability to CGs -thus raising enforcement costs -while stronger rules and access to financial markets tips the political barometer towards RGs -thus raising non-compliance costs.
In our framework involuntary fiscal non-compliance, on turn, occurs when SNGs are unable to be fiscally compliant even when they are willing to be. This pattern becomes more likely in times of fiscal stress, defined as periods with large negative fiscal shocks. Fiscal stress times are also periods of increasing (domestic or supranational) political pressures on CGs' to ensure fiscal consolidation targets at the general government level are met. To minimize the political costs such pressures entail, CGs tend to "pass the buck" of the adjustment down to
RGs. This leads to ambitious but feasible center-imposed SNG fiscal targets turned unfeasible once the fiscal shock materializes.
Applied to Spain's regions, this conceptual framework shows that fiscal non-compliance present involuntary traits. We find fiscal non-compliance to be driven by factors partly outside the control of Spanish regions, namely common macroeconomic shocks and large adjustment efforts. The latter is arguably attributable to ambitious and rigid fiscal targets set by the center as a result of national and supranational pressures for general government consolidation referred to above.
Fiscal non-compliance among Spain's regions has also been shown to have a voluntary dimension, with fiscal rather than political arrangements playing a somewhat more prominent role. Fiscal deficit targets were missed more frequently and by wider margins the lower a region' s autonomy to cut spending due to expenditure mandates and the larger the gap between the resources they can raise to deliver these mandates and their actual costs (i.e., the larger VFIs are). Contrary to expectations, stronger and well-enforced fiscal rules have not made fiscal compliance more frequent or compliance margins wider. The analysis has also identified some tentative support for the disciplinary role of financial markets, with increases in regions' market financing costs reducing fiscal non-compliance margins. The frequencies and margins of fiscal non-compliance have also shown to increase during election years. Other political factors expected to induce voluntary fiscal non-compliance such as political autonomy preferences, political alignment with the center, and political representation demonstrate ambiguous or non-significant regression estimates.
The main policy lesson in our analysis is that enhancing fiscal compliance in multi-level governance systems requires a more comprehensive assessment of intergovernmental fiscal arrangements that goes beyond strengthening formal rule-monitoring and enforcement
procedures. This assessment should include not only rule-based fiscal frameworks but also (i) the assignment of revenue-raising and spending mandates and (ii) the burden-sharing of fiscal consolidation efforts and related setting of fiscal deficit targets. All that with a focus on making CG enforcement politically credible. In particular,
-Rule-based frameworks. To strengthen fiscal compliance at the national level, much emphasis has been placed on the need to bolster rule-base fiscal frameworks with formal enforcement procedures such as financial and administrative sanctions and automatic mechanisms that prevent correct for past deviations from fiscal targets (Schaechter et al., 2012) . That has been the case in Spain, particularly after the most recent reforms which, as discussed, introduced some of these procedures, aimed at tackling regional fiscal non-compliance.
Looking ahead, there is still some scope to further strengthen existing procedures by making their activation more automatic and tightening the legal requirements to publicly explain deviations from fiscal targets (Lledó, 2015) . Such measures may come particularly handy during election years when the political costs for the CG in enforcing targets are more salient and non-compliance has been shown to be more pervasive than in years with no elections. -Intergovernmental fiscal responsibilities. In line with previous work looking at the effectiveness of subnational fiscal rules (Kotia and Lledó, 2015) , our analysis stresses the need to revisit and, possibly reduce, existing vertical fiscal imbalances by ensuring SNGs revenue-raising and borrowing mandates are consistent with their spending mandates. These measures would help strengthen SNG fiscal autonomy and policy accountability, including for fiscal deficit targets. In doing so, it would make the enforcement of SNG fiscal deficit targets politically less costly and more credible.
-Fiscal consolidation burden-sharing. The negative impact of increases in fiscal targets on compliance margins warrants a review of how the burden of fiscal consolidation is shared across and within government levels and, correspondingly, how realistically fiscal deficit targets are set. SNG reputational costs for non-compliance with fiscal targets that are widely perceived as unfeasible among voters, markets, and politicians are minimal, rendering even well-designed and wellimplemented enforcement mechanisms toothless. In the case of Spain, this may call for adoption of differentiated fiscal targets across regions to balance adjustment needs with existing fiscal capacity. In light of the impact of negative growth shocks on fiscal compliance, a review is also warranted of how appropriate is the technical capacity and procedures behind the formulation of macroeconomic forecasts informing central and subnational budgets and fiscal plans.
Two additional qualifications are worth mentioning as regards the normative proposals outlined above, that go beyond the scope of our paper:
-First, while the adoption of differentiated fiscal targets might be efficient when conditioning on a given fiscal starting position (that is, a given level of regional deficit and debt), in a more general, dynamic setting, moral hazard arguments dictate that SNGs may develop incentives not to conduct sound fiscal policies in good times. This might be the case when SNGs anticipate that additional room for fiscal maneuver is to be granted in crisis times to those governments with weaker initial fiscal positions. The strict implementation of fiscal rules is crucial for the development of ex-ante fiscal margins against adverse shocks, and guarantee that the heterogeneity of structural fiscal positions among regions in normal times is minimized.
-Second, the international experience shows that the occurrence of subnational fiscal crisis cannot be ruled out even in a setting in which national fiscal rules were fully credible and intergovernmental fiscal responsibilities were set at an optimal level. In the later regard, the recent Spanish experience indicates that granting to regions additional instruments to prevent liquidity crisis is warranted, so that pressure on the CG to financially support or bail-out SNGs is reduced. In particular, the possibility of designing rainy day funds with regular contributions during periods of economic prosperity could be studied, along with the development of tools that guarantee the regular access of regions to financial markets even in periods of fiscal stress (Delgado-Téllez et al., 2016).
6 Annex Ratio of security to loans Ratio of total outstanding government securities issued by the regions to outstanding loans from commercial banks Bank of Spain National election dummy Dummy that equals 1 for the year of national parliament elections. Webpages of the national and regional parliaments.
Regional election dummy Dummy that equals 1 the year of regional parliament elections. Webpages of the national and regional parliaments.
Party congruence dummy Dummy that equals 1 if regional and national government led by same party or party coalition
Webpages of the national and regional parliaments.
Pro-autonomy party share Percent of members of regional parliaments from regional/pro-autonomy parties Webpages of the national and regional parliaments.
Regions' seats in national parliament Share of members of the national parliament elected in each region Webpages of the national and regional parliaments.
